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The experience of the states over the past third of a century
provides a unique laboratory for investigating the effects of tax
policy on economic growth. States vary widely in the method and
magnitude by which they raise revenues, and this paper examines
the resulting effects on economic well-being within states.

Through a comprehensive statistical analysis, this study
concludes that higher state and local taxes had a distinct and
significant negative effect on personal income growth over the
period extending from 1960 to 1993. That is, when state and local
taxes were raised, personal income growth slowed markedly. By
the same token, states with lower taxes enjoyed mccmﬁmzsm:% higher
personal income growth.

Key findings include:
*  Relatively low-tax states grew nearly one-third faster than

T e o

high-tax sfafes. This difference in growth rates translates into

.Emron income of about $2,300 per person or $9,000 for a
family of four for people living in low-tax states compared to
those :S:m in high-tax states.

*  Onaverage, an increase in state and local tax burdens equal to

one percent of personal income lowered mzf&mwm!mmos;: by
over three and a half percent- Since states raised tax burdens
by an average of nearly two percent of personal income over
this period, an average family of four lost almost $2,900 in

income.

X\. .ESBLEEPEE_E@ME@%

Sxm:o: at the same share of personal income over the course
of this study, personal income in that state would be over 30
percent greater today.

. Flat-rate_income taxes are significantly more favorable to
economic growth than progressive taxes. Personal income in
flat-rate income tax states grew about 25 percent faster than
did personal income in states with a progressive rate structure.

(iv)
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2 . . : Joint Economic Committee

"laboratories" at the state level can help guide us in revising the
federal tax system.

Preview of Findings

Looking at the evidence from the state and local fiscal
experience over the past several decades, the following conclusions
seem warranted: .

*  The economic performance of states is negatively related to
the overall amount of taxation: highér taxes mean _oimn
growth, lower taxes mean higher growth; o

*  Income taxes are particularly debilitating in terms of economic
performancé relative to other forms of revenue;

»  States, however, can significantly 568<m their economic
performance by moving from a Eomamm_ﬁw to a flat rate
income tax; .

*  Sales taxes are more benign in their impact on economic
performance than income taxes;

*  Federal grants in aid to state and local mo<o§5a:$ seem to
have few if any positive economic effects on the area
receiving funds.

In terms of policy implications at the federal level, to the
extent improving economic performance is a goal, the state and
local evidence supports moving to a relatively low marginal rate
broad based income tax. The evidence supports flat tax proposals
over ones that maintain significant rate progressivity. A low flat
rate tax should increase the rate of economic growth, increasing
incomes and job opportunities for Americans, and reduce the
relative burden of government on the American people without
reducing essential public services. While superfically the evidence
also seems to support a move towards a national sales tax, closer
examination reveals problems that make that approach to federal tax
reform more problematic. State and local governments do not tax
a large proportion of consumption, which makes the state evidence
perhaps not totally relevant to the national scene. Moreover, cross-
border effects of sales tax differentials at the state level suggest that

State and Local Taxation and Economic Growth 55

52. See, for example, Robert Gallman, "The Pace and Pattern of American
Economic Growth," in Richard Easterlin et al, American Economic Growth
(New York: Harper and Row, 1972), or Richard Vedder, The American
Economy in Historical Perspective (Belmont, CA: Wadsworth Publishing Co.,
1976).

53. Some izaa have lamented the growth slowdown of the recent past. mmo
in particular Robert L. Bartley, "Giving Up on Growth?" Wall Street Journal,
September 13, 1995, p.12.
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4 -7 Joint Economic Committee

a 100 percent marginal rate. In other words, the government takes
everything. People would simply stop working. An engineer might
find his annual disposable income fall from $50,000 to zero. The
same principle applies, although less drastically,"if a previously
existing tax rate were raised, so that take home pay falls from, say,
$50,000 to $40,000.

It is true that there is what economists call an "income effect"
and a "substitution effect." Higher income taxes lower the marginal
benefits to working, leading people to substitute leisure, which is
not taxed, for income, which is taxed. On the other hand, people
?Q:m reduced incomes might want to work harder to overcome the

"income effect” of reduced after-tax earnings. The empirical
evidence, however, suggests the substitution effect dominates, and
that higher income taxes tend on balance to reduce activities EM:
generate income.

Putting it 9&.20::% the Law of Supply suggests that the
amount of resources that will be supplied varies directly with price.
Taxes lower the after-tax "price" received by owners of factors om
production, thereby lowering quantity supplied.

One other negative effect of taxes arises from the impact that
taxes have on trade and exchange. It can be shown graphically that
the imposition of, say, an excise or sales tax, will involve ormsm_:m
prices and quantities produced, and that the revenue gains to
government will be less than the loss of consumer and producer
welfare from the reduction in trade (what economists call a
"deadweight loss.") Intuitively, trade increases human satisfaction
since both parties to the trade are happy to make the exchange.
Taxes that reduce trade (say by artificially raising prices) will
reduce trade-related satisfaction or welfare.

- The negative impact that taxes have on economies can be
understood by using a different approach. By reducing individual
incomes or raising prices of goods, taxes reduce the real command
of the private sector over resources. Those resources that are not

commanded by the private sector go to implement public sector

programs. Resources are moved from the private to the public
sector. If the productivity in the public sector is as high or higher
than in the private sector, the economy should suffer no output loss,

State and Local Taxation and Economic Growth - 53

32. Dennis W. Carlton, "The Location of Employment Choices of New Firms:
An Econometric Model with Discrete and Continuous Endogenous
Variables," Review of Economics and Statistic , August 1983; James A.
Papke and Leslie E. Papke, "Measuring Differential State-Local Tax
Liabilities and Their Implications for Business Investment Location,”
National Tax Journal, September 1986; Leslie E. Papke, "Subnational
Taxation and Capital Mobility: Estimates of Tax-Price Elasticities," National
Tax Journal, June 1987; Timothy J. Bartik, "Small Business Start- -Ups in the
United States: Estimates of the Effects of Characteristics of States," moE:o:.

. mnozoa_o Journal, April 1989.

33. "Location of High ,_,onrzo_omv\ Firms m_a Economic Development," Staff
Study, Joint Economic Committee of Congress (Washington, D.C.: U.S.
Government Printing Office, 1983).

34. William F. Fox and Matthew N. Murray, "Local Public Policies and
Interregional Business Development," Southern Economic Journal, October
1990. ’

35. Joseph m:na_,:m? Daniel A. Gerlowski, Johnathan Silberman, "What
Attracts Foreign Multinational Corporations? Evidence from Branch Plant
Location in the United States,” Journal of Regional Science, November 1992.

36. James R. Hines, Jr., "Altered States: Taxes and the Location of Foreign
Direct Investment in America," National Bureau of Economic Research
Working Paper 4397, July 1993.

37. Cletus C. Oo:m_,__z Joseph V. Terza, and <mo~:_‘m Aromdee, "State
Govemment Effects on the Location of Foreign Direct _=<nm==m_: " Regional
mo_mzno Perspctives, vol. 20, no. 1, 1990.

38. Richard J. Cebula, "Local Qoé::rﬂ: Policies and Migration: An

Analysis for SMSA's in the United States, 1965-1970," Public Choice, Fall
" 1974, and Lynn E. Browne, "The Shifting Pattern of Interregional Migration,"

New England Economic Review, November/December 1979.

39. Deborah S. Ecker and Richard F. Syron, "Personal Taxes and Interstate
Competition for High Technology Industries,” New England Economic
Review, September/October 1979, '

40. <<_:::= A. Niskanen, "The Case for a New Fiscal Constitution," ho::_m_
of Economic Perspectives, Spring 1992.

41.Laurence J. Kotlikoff and Bernd Raffelhueschen, "How Regional
Differences in Taxes and Public Oooam Distort r_ﬁm Cycle Location Choices,"




*2}3 ‘uonerndod a3y} Jo s1aqUISW 0] S}IJaUAq
orejjom Suikonsop-aanuaour apiaoid oy dwape sdnoid sayo
‘vonnadwos udraio} no dosy 03 pojoals syjLIe) 133 01 A1) S)sarojul
ssauisng ‘sodem [2A3] J93IBW-2A0qGE 10] Jowe[d saakodwo o1jqng-

indino 378315 uey) Joyjes “indino ayy $108 oym a3ueyo o) Jdwone

0} so0Inosal Juisn Aq pasesjun SI JOIABUYSQ SANONNSIP YONJA
*9WOdUI 2INQLISIPaI 0} JuawuraAod asn 0) sydwape Auew o) spes]
syusunuaaod Aq sanuaaal 981e[ JO UoneR|NWNOOE Y} ‘PHYL

© "JUSOIJ0 9q PUE SISO IND
‘gleaouul 03 siatjddns 10J saanuaour pappe uipiaoid ‘uonnadwod
Aq pozuadrieyd 9q 0} ARYI] 210w SI ‘)senuUod Aq “10)09S
ajealrd 9y "S9IIAIOS [BUOIEONPY ‘SIANIUNWIWIOD AUBW UI ‘UOAD

10 ‘SIDIAIOS ISUIJOP [BUOIIBU ‘SIDIAIIS AIlf ‘S0IAIaS AemySiy jo

Iapiaoxd suo £yuo st a1y |, ‘19onpoid Kjodouow-1eau 10 Ljodouowr
B SI )1 ‘soplaoid jJusWUISA03 Jeyf) SIDIAISS JSOW I0J ‘puoddg
‘Ananonpotd T3M0] 0) A1) L3y ‘spiom 19410 uf "Spood

10 s301A13s Jo ndino, 1oy Suisearour noyim s3o3pnq 108319

BIA S30IN0S3) ISA0 PUBWILLIOD 113Y) 3SBIIOUI 0) AT} 0} SIRIONELIING Ped|
181} SOANUIDUI 9SI9ATd SIWNIWOS D16 1Y) ‘PIIPUT ‘PUE JUI)SIXD
-uou 318 SaANUDUI 950Y) ‘awuIaA0d uf Ayanonpord asearoul
Aoy Buiueaw ‘s)s0d 2onpal suuly Ji paseasour are syjord ‘oprs
Ajddns o) uQ “Juem o3 waas sjdoad jey; spood Fuikddns uidaq
0} SI9UJO SIJBAIIOW JajyIeW JY) Jo 3d1a3p Furjeudis oy ‘Ajddns
uoys ur spood 10§ asi1 $2214d i ‘jonpoid 1ay) Anq 03 Aed oym
sIawoisno Kysnes Aoy J1 spremal 191813 uim sinouaidanus ‘opis
puBRWAp Y} U ‘AHANOE J0393s a1gnd ur uowwod jou saurjdiosip
Joytew sa0ej Jopoas ajeaud oy 9su Apeuq Sunou ypom
3IE SIY) 10J SUOSBI 21y ], "Ayi[eal s1y) 03 asuodsai e st uonezieaud
0] dA0W apIMp[lom 3yJ, ‘danonpoid a1owr joe} ul SI oFeroae
U0 ANATIOR 10)93s JjeAlid jey) Ful[ayMISA0 ST 9OUIPIAS Y.

‘Aep 1ad ndino 128pim jo syun
Inoj Jo ssof 2y ut }[nsal [[im 10303s d1jqnd ay) 03 ajeand oy} woiy
1oxew 123pim auo Jo Juryonms ays ‘xis A[uo saonpoid Joxew 1o3pim
10309s atjqnd e ofiym ‘Aep e s1o3pim ()] saxeW JoXIoM 10)03s ajeand
e J] 'indino pue Ayianonpoid [[eI9A0 Jomoj [[1m 10303s otqnd oy 03
YIYS 391n0sal & ‘103098 sjeartd oy ut jey uey Jomoj st Ajianonpoid
10109s onqnd ‘xeaamoy ‘J1 -arowr moid uaad [pm sdeyiad pue

S IHMO0ID) NUIOUOI PUE UCIJBXE ], [ED0T] PUE 3)E)S

'9861 4990190 ‘0p07 1adeq Fuiyiop yoieasay
9lwou0dy jo neaing jeUONEN ,‘SIIRIA Joqe] [e00] SuizA[euy ui suolipuoy)
[east [eo0 ] jo duepodwy] ay |, ‘Aoely ‘g ydasor pue oxanoLn ydasor *| ¢

“(8L61 ‘198eiy.
D0 A MIN) TSESTHON ST JO SUIda(] oY) pue J[aqung ayi JO 35Ty UL SIS
[BTIOT39Y ‘aunsall{ Haqoy pue UIBISUIIM PUR L/ 6]
_:a<\;8m2 audolm. o« JIMOID) 10] SIAIIUIIU] XB ], ‘UIDISUIAN, pIewdg "of

LL61
jdy ‘S3oU059 ugqi[y Jo [ewnoy ...\Qm:n:_ Uo uonexe | ssauisng Jo s193J5

3y, ‘WIASUIBION pIeyory pue Yo)NAOWEH WEI|[IA ‘UOSILI0) PIRUOY 6T

'$661 sunf ‘Siaded JjeiIs pun J ATejsuolA [euoneldaiuj
W« YIMOID) D1WIOU0d7 pue ‘soxe | ‘Fuipuads JusiiuiaAon, ‘uyse)) ned ‘gz

€661 A[nf ‘SUNBPOIN STWIOT05T . (INSTIN)
Awouodg yaInQ aY) 10j [9POJN wiIIqIINbF-1WIS JIUOUIFOITEN B UM
SUOHIRIND[B) SWOS (YIMOID) J1WOUIT PUE UOHEXE],, ‘UsIopui§ ueA buer </ 7

~ "166] aun[ ‘AUIOUOY [Ed1[0d JO [ewinof

4 YImoIn uny-guo pue sis{jeuy Asjod uny-8uo, ‘o[aqay 018198 pue
16861 Ajnf “RIADUT oTuionooq ,,‘sasayiodAH apis-A|ddng swog uo asuapiag
Anuno)-sso1) :imoln) djwouodq pue Ananoy edaiddy ‘uonexe] ,
‘Ipaunioy] "D 1230y pue 1315207 ‘g pIeyuIdy (6861 Al1eniga, ‘Yyoreasay
2101027 Jo neaing [euoneN (YN ‘98puquue)) ¢¢8z soded Sunpiopm YIAN
L UBUILIBAOD) pue FuiAeS ‘YIMOID) JO ApMIS ANUNno)-ssor) v, ‘oeq °f
Haqoy apnjoul suoisn[auod tejiuns Ajydnos Suryoeal salpnis Jay1o 291y} 9g

, ‘£661 ATBN1Qa,] ‘9dURULIOJISJ JIWIOUOIS] 10§ 21U
SI1WOUO03Y JO [00YdS uopuo] ‘|| Jaded uoissndsi(] ‘,.5,08 Y3 Ut uoljexe]
J0 590uanbasuo)) 1LI0U0I301ILIA], ‘SUOWAS SIUWE[ PUR [[SMIN MAIPUY ST

"T661 12quada( ‘£zeyi 1oded Sunyiom YHEN
W« YIMoln olwouodyg pue Aatjo  [BIS1], ‘JouuniS ueteuof pue uadug oug pT

‘8861 .2uny ‘AWOUOIT (830104 Jo jewnoy , ‘quawdo[aaa(g
J1LLIOUODF] pue Yiomawesf [euolmusuj sy, ‘A[[nog pjessn €z

'¢861 Ile ‘TEUTAO[ O18) ,‘Ao1jod apis-A[ddng jo suosuedwo)

[eUOnBUIAIU| WO, ‘SPIOUAY UV (€861 “jued PlHom D' ‘uoiButysep)
09 "ou ‘s1aded Sunpom JJeIs dueq plHOA , ‘@oudpiAg [earnduwg

AWOS YIMOID) DILIOUODH PUR SIXE UIIMIag SHUITT, ‘USPSIBIA YNay ‘7Z

3))1UWIO0)) JIUOUODF Julof : (4




6 . Joint Economic Committee

For all of these reasons, taxes used to finance government
activity tend to crowd out productive private sector behavior,
replacing it with public activity that is, on average, less productive
because of the nature of government and the lack of market based
incentives. It is no surprise, then, that researchers have found
overwhelming evidence that the economic performance tends to fall
off when taxes are increased, a subject addressed more fully below.

WHAT MAKES A GOOD TAX?

While there are strong theoretical and empirical reasons to
believe that taxes are harmful to economic performance, not all
taxes are the same in terms of their impact on economies or
citizens. Economists have identified numerous criteria with which
to evaluate taxes. Some of these criteria are somewhat
controversial. To cite one example, some economists believe, other

things equal, that a tax is improved if revenues from it increase at -

least proportionately with changing incomes of the citizenry. The
argument is made that this reduces the need to constantly change
tax rates, tax bases, or levy new taxes. Others would argue,
however, that a high revenue elasticity is not good, since it
guarantees the government income without a vote of elected
representatives. High revenue elasticity, according to this view,
reduces accountability to the political process, and possibly
promotes revenue-driven spending that is unproductive:

There are three criteria on which virtually everyone agrees in
principle: a good tax is one that can be levied without enormous
costs of administration; a good tax aims to be as neutral as possible
with respect to resource allocation, and does not reduce economic
growth by promoting allocative inefficiency; and a good tax tends
to be fair. Bad taxes are administratively costly and complex,
distort and reduce economic activity, and are widely viewed as
unfair. : o
Resources devoted to tax oo:mo:o: compliance, and
administration are resources that could be used elsewhere. Much of
the recent rise in discontent with the federal tax system arises
because of its complexity. Oo:%?m:é estimates are that it costs
at least $70 billion a year to administer the federal income tax, and
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I'l. For a more recent survey of this author's research on the tax- -growth
relationship, see "Tiebout, Taxes and mnozo_:_o Growth," Cato Journal,
Spring/Summer 1990.

12. Four representative examples: George Gilder, Wealth and Poverty (New
York: Basic Books, 1981); Bruce R. Bartlett, Supply Side Economics in
Action (Wesport, CN: Arlington Books, 1980); James Ring Adams, Secrets of
the Tax Revolt (San Diego: Harcourt Brace Jovanovich, 1984), and Jude
Wanniski, The Way the World Works (New York: Basic Books, 1978).

13. See, for mxmaw_o imzmz Brookes, The Economy in Mind (New York:
Universe wooxw _omwv

14. L. Jay Helms, "The Effect of State and Local Taxes on Economic Growth:
A Time Series-Cross-Section Approach,” Review of Economics and Statistics,
67 (4), November 1985. -

15. Alaeddin Mofidi and Joe A. Stone, "Do State and Local Taxes Affect
Economic Growth?" Review of Economics and Statistics, November 1990.

16. Bruce L. Benson and Ronald N. Johnson, "The Lagged Impact of State

and Local Taxes of Economic Activity and Political wn:mSoq " Econotnic
Inquiry, July 1986.

I7. Victor Canto and Robert Webb, "The Effect of State Fiscal Policy on State
Relative Economic Performance," Southern Economic Journal, July 1987.

18. Wei Yu, Myles S. Wallace and Clark Nardinelli found negative tax-
growth relationships, but not uniformly strong ones. See their "State Growth
Rates: Taxes, Spending and Catching Up," Public Finance Quarterly, January
1991, and also Gerald Scully, "How State and Local Taxes A ffect Econontic
Growth” (Dallas, TX: National Center for Policy Analysis, 1991). Scully
observes strong negative refationships between taxes and growth.

19. Richard K. Vedder, "Federal Tax Reform: Lessons from the States," Cato
Journal, Fall 1985; "Tithing for Leviathan: The Case for a Pure Flat Rate
Tax," in Dwight Lee, ed., Taxation and the Deficit Economy (San Francisco:
Pacific Institute for Public Policy Research, 1986).

20. <<::.m_= J. Hunter and Charles E. Scott, "Interstate Differences in
Individual Income Taxes," Public Finance Quarterly, January 1986.

21. Thomas Romans and Ganti Subrahmanyam, "State and Local Taxes,
Transfers, and Regional Income Growth,"” mo—.:_:wE Economic Journal,
October 1979.
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8 Joint Economic Committee

Good taxes do not distort the allocation of resources from
what individual preferences and cost considerations dictate, as
determined by market prices. If people spend more on housing and
less on food because tax laws favor purchasing expensive houses,
then the tax system is pushing people into spending patterns that
differ from what their preferences reveal in the absence of taxation.
Such a tax-induced change in human behavior violates the principle
of tax neutrality and tends to lower economic welfare.

The violation of the principle of neutrality is particularly great
at the federal level in the United States with respect to decisions to

“save and invest. The rate of personal savings out of disposable

income is lower for Americans than citizens of virtually every other
major industrialized nation in the world. In a de facto sense,
marginal rates of taxation on income derived from savings
sometimes exceed 100 percent. This is particularly the case where
individuals make a long term financial investment. Because of

Figure 1
Changing 12&2:8_ Tax >:=< vs. U.S. Army, 1960-1993
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Source: Author's calculations; sce text. . : Joint Economic Commitice

persistent inflation, even at levels which we have come to regaid as
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hesitate, for example, to impose a federal sales tax of, say, 15
percent on open heart surgical procedures where a patient died, or
on college tuitions, or on wheelchairs.

With the sales tax, proposed federal legislation is so far out of
the range of state and local experience that interpolating from that
experience would be injudicious and inappropriate. While it is
possible that a federal sales tax that is radically larger and broader
than current state and local taxes might have relatively benign
economic effects, it would be highly speculative to assert that based
on the state and local experience. By contrast, with respect to state
and local income taxes, the rates imposed are well within the
relevant federal experience, so the historical empirical evidence
from the states are relevant to the current policy debate. The
evidence is clear: moving to a flat rate income tax would be
consistent with higher rates of growth in income and output.

CONCLUSION

The experience of the American states and their localities tell
us that taxes matter, and, indeed, they matter a great deal. While
governments cannot control the sunshine, the availability of natural
resources, or a variety of other factors, they can control the taxes
that they levy. State and local governments that have maintained
low taxes have grown faster than jurisdictions that have had
relatively high tax burdens. Income taxes are ﬁmn_oz_.::\
debilitating to the growth of incomes and output. .

The empirical evidence is also clear, however, that a state

‘with high progressive income taxes can improve its economic

performance by lowering the overall tax burden and moving to a
flat rate structure. This lesson is instructive to the current federal
concern over the tax system. To the extent that the growth in
income is a national economic objective, the evidence of the
states supports a move to a federal flat rate income tax.
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appropriate to tax the more affluent members of the population
more than the poor because of the former group's greater "ability to
pay.” Many use this principle to call for highly progressive rates of
taxation. : .

The concept of fairness cannot be scientifically measured or
determined. What is fair to one person may be unfair to another.
Indeed, to many Americans being fair is treating everyone the same,
except perhaps the most disadvantaged members of society. That
view may be consistent with relatively proportional or flat rate
taxation. Interestingly, one of the early founders of modern
economics, John Stuart Mill, argued that a good case could be made
to exclude a minimal amount of income (or other tax base) from
taxation, but that taxation should be proportional after that point,
similar to what proponents of flat rate income taxes advocate
today.? .
Since fairness is elusive to measure, perhaps the best indicator
of the public's attitude on this issue is provided by polling data. For

a generation, the Advisory Commission on Intergovernmental
‘Relations (ACIR) has done rather extensive polling in which the

public was asked: "Which do you think is the worst tax -- that is the
least fair"? In the first poll, in 1972, 19 percent answered the federal
income tax, compared with 45 percent that said the local property
tax was the worst. The winner in recent years, by a wide margin, is
the federal income tax, a tax that is one of the most progressive.? In
the 1993 poll, 36 percent said the federal income tax was the worst.
Adding another 10 percent who voted for state income taxes, some
46 percent said income taxes were the worst. By contrast, state sales
taxes, which are typically somewhat regressive, ranked a distant
third in the most recent poll, with only 16 percent citing' them.
Progressivity in rate structure does not seem to be too critical to
most persons’ notion of fairness. .

Probably one reason the income tax is viewed is highly unfair
is that it violates most people's concept of horizontal equity - a
principle that holds that persons of similar economic means should
pay similar amounts of tax. Because of the large amounts of
deductions, exemptions, credits, surtaxes, and the like in the federal
income tax code, individuals of similar income often pay widely
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Flat Rate Proposals :

The most discussed congressional proposals to reform the
federal tax system involve substituting a flat or near-flat rate tax for
the existing tax which has a rate structure of from 15 to nearly 40
percent. Some of the so-called flat tax proposals in fact maintain

- graduated rate structures, and thus are best considered modifications

of the existing tax. Yet other proposals in both houses of Congress
would truly' initiate a flat rate tax, typically with generous
exemptions that would remove lower income Americans from the
tax rolls. _ .

Many Americans favor the flat tax approach because it would
remove enormous amounts of complexity from the tax system,
saving taxpayers perhaps two billion hours or more of time in tax
preparation, and also freeing literally hundreds of thousands of
participants in the "tax army" to work in more worthwhile pursuits.
Others favor the flat tax because of a feeling it is fair, treating
everyone the same except the poor, who are freed of the obligation
of paying income taxes. By expanding the tax base, the flat tax to
many people is a fairer tax in that it promotes horizontal equity-
requiring persons of similar economic circumstance to pay the same

‘amount to the federal government. .

‘This study, however, provides another rationale for supporting
flat rate taxes. The evidence from the states is that flat rate taxes
promote the growth of income and output. If a nation is picking
between two income taxes raising the same amount of money, the
evidence from the states suggests that the flat rate tax will generate
more income growth over the long term which, in turn, would allow
the nation to ultimately lower its tax burden, reduce its deficit and
then its national debt, increase government services, or a
combination of the above.

In short, the state evidence is supportive of moving towards a
true flat rate tax. The evidence also supports the proposition that the
nation should try to minimize its federal income tax burden. While
going to a flat tax in a revenue neutral fashion would be a very
positive development, the evidence from the states suggests that a
long term goal should be to reduce the income tax burden, to the
extent a major goal is the maximization of economic growth.
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12 . ~ Joint Economic Committee

promoted by President Ronald Reagan and, in modified form,
approved by Congress in 1981 with bipartisan support. .

Taxes a conomi owth -

Economists realized that state and local governments provided
an excellent laboratory in which to evaluate tax policy, since there
were 50 different states and thus 50 different tax systems. Perhaps
the first empirical analysis into the question of state and local taxes

on overall economic performance was performed by two

economists at the Harris Bank and Trust in Chicago.® Robert
Genetski and Young Chin used a simple regression mode] to show
that economic growth was negatively oo:o::oa with changing rates
of state and local taxation.

The Harris Bank study mirrored what numerous earlier studies
found looking at specific areas or taxes. For example, A. James
Heins discovered that there was an inverse relation between
corporate income tax revenues in Illinois and state economic
growth.” Arthur Laffer and associates found similar adverse effects
between business taxes and economic growth in both Puerto Rico
and Massachusetts.?

This author prepared an extensive study for the Joint
Economic Committee in 1981 that replicated Genetski and Chin,
but provided added detail.’ Aside from tax variables, additional
variables were introduced into the analysis for control purposes. For
example, it was found that, other things equal, “States had a higher
rate of economic growth the lower the growth in the burden of
welfare expenditures.”'® A particularly interesting finding was that
the study found that income and property taxes were more inimical

to growth than sales taxes, and that progressivity within the income |

tax also, other things equal, tended to reduce growth."'

The findings of scholarly studies were supplemented by a
variety of articles and books written for broader audiences.'? The
editorial page of the Wall Street Journal and the late columnist
Warren Brookes were particularly important in mvnmma_:m the view
that "taxes matter."'? .

By the mid-1980s, this proposition was becoming standard
wisdom within the economics profession, although with varying
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Cross Border Effects of Consumption Taxation

While the evidence suggests that partial relief from the
debilitating impact of income taxes can be obtained by moving to
a flat rate system, why not simply abolish income taxes and
increase sales taxes? Why have none of the states moved to
substitute their income tax with a higher sales tax?

While several factors may be at work, a major administrative
problem with sales taxes is that they are susceptible to avoidance
and/or evasion if rates rise too high. Numerous studies suggest that
the "cross border elasticity of demand" may be as high as five or six
for products sold near state borders.”® In other words, if the price of
good A is five percent higher in State A than in nearby. State B
because of sales or excise taxes, the evidence is sales of the product
in State A may be 25 to 30 percent lower as a consequence of the
tax. It is no coincidence that Oregon, without a sales tax, has a ratio
of retail sales to disposable income that is over 20 percent higher
than the Nation as a whole, and far higher than its four neighbors
that all impose general sales taxes.*'

This becomes relevant to the national tax reform debate. A
significant national sales tax would almost certainly lead to a very
significant decline in retail sales in states bordering on Canada and
Mexico, as well as some erosion elsewhere from tourists and others

~ attempting to avoid high American taxes. The impact would not be

inconsequential. For example, roughly 30 percent of Americans live.
in a state bordering.on a foreign country. When the tax-induced
price differentials grow large enough, organized smuggling could
well bring further erosion of the tax base to interior parts of the

country.

POLICY IMPLICATIONS \ﬁOW THE
NATIONAL TAX REFORM DEBATE

As the narrative above suggests, the 50 states have had widely
divergent tax systems over time and place. No two states have
identical structures of taxation. Accordingly, we have observed

" historically 50 different approaches to financing government -- and
50 different experiences of economic change. How do these
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14 Joint Economic Committee

Indeed, internationally, mainstream economists were reaching
conclusions by the early 1990s that were very similar to those of
early supply side economists of the late 1970s who were disparaged
at the time by many mainstream economists. The conclusion of

Dutch academic and government offi cial Jariq van Sinderen is

representative:?’

“Balanced budget reductions in taxes on wages and profits
exert favorable effects on employment and growth. The
relative impact depends on the specific government outlays
and taxes which are cut back. In the long run, tax revenue
decreases less than the amount of the initial tax reduction.”

The latest word using international data was contained in a
recent International Monetary Fund paper by Paul Cashin.?® Using
a combination of time series and cross section data on 23 OECD
countries over the period 1971 to 1988, Cashin finds that éach one
percent increase in taxes as a percent of GDP lowers output per
worker by about two percent. To be sure, he observes positive
effects of pending from taxes, but in general the positive spending
effects are only about one-half as large as the negative tax effects.
That is approximately the same thing as saying that private sector
expenditures are twice as productive as public sector ones.

Taxes and Other Measures of Economic Performance

The evidence suggests that taxes not only adversely affect
economic growth, but other economic variables as well. The
following propositions seem to be Rmmo:mzv\ well aoocamsﬁa by
modern economic research: .

*  Businesses are less likely to locate in areas of high taxes;
* Job creation varies inversely with levels or changes in
taxation, and unemployment varies positively with taxes;

Migration data suggest people move away from relatively high
tax areas. The view that taxes do not matter in business location
decisions began to be seriously questioned in the late 1970s.
Grieson, Hamovitch and Morgenstern used econometric techniques
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level. As expected, personal income growth was, other factors held
constant, significantly lowered by increases in the average income
tax burden. As reported m@o<o income taxes were found to be
detrimental to growth. -

Of greatest interest was the finding that increases in the range
of marginal income tax rates was strongly negatively related to
personal income growth. To put the estimated relationship in
perspective, let us compare two states with identical income tax
burdens and otherwise economically the same. One, however, had
a flat rate tax of 4 percent, while the second had a progressive rate
structure ranging from 1 to 7 percent throughout the period.
Suppose the progressive rate state had real income growth of 180
percent (near the average of all states). The model predicts that
income growth in the flat rate state would have been over 223
percent, nearly one-fourth higher. The results suggest that movin
to a flat rate in the income tax can have a:::m:o long run growth

-effects, even where ::w initial move is "revenue neutral." In the

longer run, government revenues are also higher with the flat rate
tax, given the powerful income effects that flatness has and the
positive relationship of tax revenues to income.

One caveat. The measure of flatness is imperfect -- simply the
range from the lowest to the highest rate. In some states, the
indicated range is more nominal than real, since virtually all
taxpayers are at the top or near the top of the range in terms of

‘marginal income. Trying to devise a more perfect measure of

relative flatness of rates, however, is extremely difficult, given
differences between the states in the definition of income,
differences that have changed over time.

Turning to real world examples, lowa and Kansas both had

‘progressive income taxes throughout the period, but lowa's was

consistently more progressive. Kansas's real personal income grew
108.5 percent, while lowa's grew 93.8 percent. If the estimates in
Table 8 are correct, this differential is entirely explainable by the

difference in rate structure, independent of the amount of revenue

that the income taxes raised.
Going to the Northeast, Massachusetts’ growth (127 percent)
far outdistanced New York's (88.5 percent). Again the differential




poreoisiydos 2JOW [[IIS B UL SUOISIOIP 3210UD [BUONIRIO] WY
ul S[BIJUSI9JJIP Xe) JO oouepodwil 9y} PIjRNSUOWSDP YdIBasaY
SIWOU0dY JO neaing [euoneN V ,, SI0108] 19410 10§ Surjjonuos
‘A[reornidwa diysuonejal siy) sajensuoOwap jey) [apowt e padojaasp
USUBYSIN WEI[[IA\ "S9JB)S Xe) swooul y3iy jo (Jau) no w.:sﬁw::

3[IYMm ‘S9XE] SUIOOUT JUIISIXI-UOU 10 MO] Y}IM SIJB)S OJUl SIaquunu
a8ae] ur pasow ofdoad ‘spgel 2Y) UI 1BY) SMOUS JBU} S0USPIAI.
Pa}Io sey JoYIne SIY} ‘SIB3A 10,] "UOIAS pue 19307 219M SUOISN[OU0D

Iejiwis uiyoeay ,'Sanifedoo] ulyym uoneunoj [ejdes uewny
0} IallIeq ® SNy} pue Ioqe] JO UoleIZIw-ul 0} JUILIIAP JuedIjIudis
B SEM UOIJEXE] JUSWUISA03 [B20] Y31y 1By} Pajensowap sgL6l
oy ur sumolg Aq pue [nga)) Aq seipniS ‘uonesdiw o) 19adsar ypm
pajeorjdal 218 UONEOO[ SSAUISNG 0} Fune[a1 SUoISN[OU0d Y |
L¢ SUOISN[OUO0D JR[IWIS PaYoeal awi}
swes ay) Eopm uanm Apnys huéocm [INS 4¢, SIIBIS PN Y} UL
JuausaAul 19211p ugraiog jo wayed 3y souanpjul Apuesijrudis soxe)
9)e)S ey}, BUIpN[OUOD ‘SIXE]} [BO0] 0} SI0}SAAUL UBI21I0J JO ANANISUIS
Y3y A1oA pojou Apnis Yoieasay OIWIOUOIF JO heaing [euUOljeN
auQ 'suonerodiod [euoneunnu  udidI0f JO 21012 [2UONEDO]
0} S9JB[31 9OUSPIAD JU20a1 BUNISAIdIUL SIOW 3Y) JO SWIOS ,IZIS
uwy pue Ansnpur qiim A[qelapisuod satrea ‘saxe) Surpnpout ‘sarorjod
siqnd o1 Ayanisuss jeyy ajou Aeunpy pue xo ‘oidwexs 104
‘suonjedyjijenb 19JJ0 swos ‘aIns aq 0] ,,"I19}1BW SIXE),, JBY) WOPSIM
[BUOTIUSATOD MOU 3U[) JAJ[B JOU SI0P SO66] U Ul YoIeasal oy
\ ¢¢ UONIBOO] SsauIsnq ut
Io0joe] Jofeul e S9Xe) IOPISUOD Sy 1992} Y31y jey) uonesiput Suons
e Suipuyy ‘swnyy ASojouyos) y3iy pazis wnipaw Yim yoeordde
arreuuonsanb e pasn snwald WQOY SUOISN[OUOD JE[IWIS YIBal
0} saInpaooid Y53} MOJ Iayier pasn ‘I19AamoY ‘saipnys Funsaloui
o10W 3} JO QUQ - SSuIpuy ISIJed Sy} PIWILUOD ‘S[IPOW
pasesisiydos aiowr Juisn ‘S19YOIBaSI I0W [[13S SO86 | S U]
16 APNIS YoIeasay] S1ouo0dy Jo neaing [BUONEN B Ul Ije]
S1B9A M3J B paljuaa A[[eoiniduIs sem UONBAIdSqO SIY ] ,'S9Xe) Yy3iy
Jo uspinq 2y 1oj saakojdws ajesuadwiod 0} pey s1afojduwa se ‘s1S00
10qe[ dn paoioJ saxe) Y31y Jey) pajou ‘BUNSIIL] HAqOY YHM pUE
SUO[E ‘UIA)SUIS A\ Preulag . "Io)ew pIp joej ul saxe) 1ey) 3unsadans

‘S3IIOU05, Ueqi[)] Jo [ewnof ay) ur a[dnJe juepodw ue ut

Sl YIM 015 DHUOUODF pue UOIJEXE], [€I0] pUE 3)e)§

juaorad suo ay) 1e JuedludIs Ajjeonsiiels st ojqelrea K19Ay '$3)e)s
3y} U9aM)aq SWodUl [euosiad [BaI UI UOHEBLIBA [BI0) JY) JO SPIIY)
-0} trey a1ow Surure[dxs )snqox A[LIEUIPIORIIXI ST [9pOW O,
‘saje)s snon3nuod g4 oY) 10j a1e pauodal
Synsa1 9y], ‘JueISuod sI0joej Iaylo 9say) Juipjoy drysuonejal
UIMO0I3 JWOodUI-3)el JB[J JY} 9JBN[BA3 0] SN SMO[[B [dpowr 3y
ojul sa[qeLIeA snoLrea asaif) Suneiodioou (986 [ Ut swodus [euosiod
Jo woo1ad ' se ‘uopejuanio A31eus jo oinsesw e ‘uononpoid
ony woyy s3d190a1) TNl pue ‘(porad-prwr ur swoodur jeuosiad
Jo juaa1ad e se sydiaoar [ernynoude) ANV, (saulys uns oy 1eak
e sAep Jo wad1ad) gNTHSNNS {(yL61) pouad-piw ut suotun 1oqge|
ul saakojdwd [eimynoudeuou Jo juddiad ay) ‘NOIN[ :peonponul .
91oM SJ[qRLIBA [OIJUOD IO [BIAIS ‘I9I[1Bd pauodar sy

"*JX3) 33 ‘sUONR[Nd[RI S JoyIny DUNOS
's9)e1s SNON3NU0)) By

oTLl susneIS-4
SLY" - S
65€- 661" | 1and
16°s- 1T  N¥V4
6% 9L°S  ANIHSNNS
e 29°¢- NOINN
10°¢- ‘ 9Z'L- © IONVIXVL
18°¢- _ P16l XV.L AWOINIFAY
pEO , 6€°0€ JueISUOD
s1sneIS- 1. .. " 1U3191J30D) uoIssaIFoy 3|qenieA Jo dushelS
xP6-7961
“YIMOIL) SWOdU] [BUOSID] PUY SIIBY XE ], dWOdU] («O ssaujey,]

- sA'14dvV.L

‘019z JO an[eA oY) paudisse aq P[NOMm 1B}S djel Jefj € JSeIU0d

 Ag (om) snurw Xis) Inoj 9q pjnom 3jels Jey) o) paudisse anjeA

29))1WWOo.) JHWOU0dF Juiop . 4 4 .




16 . o Joint Economic Committee

fashion.”' Research on Canada shows similar sensitivity of migrants
to taxes."?

Research has similarly showed that high taxes destroy jobs, or
add to unemployment. Although they offer some caveats,
‘Wasylenko and McGuire observed a negative correlation between
taxes and metropolitan area employment growth between 1973 and
-1980.” Looking at two different time periods in the 1960s and
1970s, Plaut and Pluta noted strong tax-induced adverse
employment effects.* More recent evidence confirms these earlier
studies. For example, Goss, Preston and Phillips think that earlier
studies failed to fully control for other factors, thereby leading to an
understatement of a strong negative relationship between taxes and
employment growth.** In a study by this author, it is suggested that
state and local taxes tend, other things equal, to increase the long
run rate of unemployment in states.* _

The review of the literature above is meant to be illustrative,
not exhaustive. Moreover, some topics are not even discussed. A
study shows, for example, that high property taxes lower property

values and thus the real wealth of the citizenry.*” The overall |

evidence however is overwhelming: high taxes lower the growth of
income and reduce employment opportunities, business investment
and in-migration of human resources. Taxes do matter, and indeed,
matter a good deal. : . .

STATE AND LOCAL TAX SYSTEMS:
A DESCRIPTION AND TRENDS
Over the course of the twentieth century, state and local
governments have grown enormously in size, :oo.nmm:m::m
increased revenues. This, in turn, has required new taxes and higher

rates on existing taxes. Unlike the federal government, state and -

local governments are mostly constrained by balanced budget
constitutional requirements that usually mean revenues rise roughly
proportionally to expenditures. In recent decades, non-tax forms of
revenue have become increasingly important to governments.
These trends are demonstrated in Tables 1 and 2. Turning first
to Table 1, tax collections for state and local governments were
more than 600 times larger in 1992 than 90 years earlier. Since
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Figure5 .
Growth in Real Personal Income, Flat Rate and Non-Flat Rate

EO% oo oo o

223.03%

200% oo
- Flat Rate -
e 175.34%

" Non-Flat Rate

100%

Source: Author's calculations; see text

The simple observation above, however, may have occurred
by chance. It is possible that flat rate states had other attributes
(e.g., sunshine, low unionization, etc.) that explain their high
growth. Accordingly, a more sophisicated statistical analysis seems
appropriate. o

Table 8 reports the results of a ordinary least squares
regression model that incorporates two tax variables. First, an
average income tax burden is estimated by taking that burden at the
beginning of the period as a percent of personal income, and doing
‘the same thing -for 1992, near the end of the period, and then
averaging the two values. Second, the range of marginal income tax
rates was examined for each state for four representative years
within the period: 1968, 1980, 1987 and 1994 (December 31). The
average of the four years was taken as a measure of flatness. Thus
if a state had a range from 2 to 6 percent on the tax in each year, the




"1018a13 U2A2 2q Aew YmoI3 xe) [eal [emoe jey) ajqeqoid
SI } ‘UOHB[JUI SI)RISIFAO XIPU] 2LI] Iawnsuo)) ay} yey) pooyai|
A1 Jo asneday ‘e6I Pue TOGI UMIaq P[OJ Gp uey) drow
9501 SanusAal xe} (pajsnipe-uonepjur) [eal 1By} 9AI3SQO M XIPU]
a0 Iownsuo)) 3y} Juis(y ‘spuan; 9oud 10J 1991100 0) Aressaosu
SI )1 ‘[RAI)UL W) JBY) IOA0 PALINOJ0 uone[jul 3o1d J[qrlopIsuod

Ll YIMO019) J[WOUodY pue UoljEXe] [BI0] pue jels

"so1B1S 918l JB|j Y}
ul 1918013 sem b:ﬁ? J1WOU095] "9S0J SOWIODUI [ENPIAIPUT SE S3jel
X®) 2WO0dUl 9SBAIdUL 0] JOU 25012 jey) Ssajels ul sured (uononposd
1ey) WOl PIALISp dwodul ay) pue) indino s,uoneu ay) jo uorpodoid
wead e ‘owr IoAQ pouad Y jo yed Jo [je 10} s2IMONIS
ojes aa1ssardoid pey jey) sajels 9¢ Y Ul uey) SRS el JB[f P
ay ur 19y3 1y YyHNoJ-2uo uey) JI0W SBM $66] 01 796] WOL dWodul
[euosiad ear ur ymmoisd o8eioae ayj Ieyy smoys ¢ aInJi

-awoout Auadoid 10) 9je1 Je]) 9ANIsOd B pue ‘dwiooul paje[al J1om
I0J ajel 010z & pey (9assauua ], pue anysduwreH maN “3-2) sojels maj
v ‘a1 aanisod e ynum xe) je]j e pey ajels ay pouad ayj Jo )sour 10§
‘(eruea[Asuuad pue uediyorN ‘stourf[] “3-s) saseo 1ay)0 uf ‘(epuo],
pue sexa] “3'9) Xe) oWOOUI OU SBM 3I3Y) - OI3Z SBM eI Je[]
ay) ‘sased Auew U] ‘p661 01 7961 poitad ays jo [{e Aj1eau 1o [[e 10]
S$ajel Xe) Je]J pey jey) paljiuapl a1om sajels 4| ‘days 1s1yy e sy ended
Jod swoour Buisit w0l Yimol3 S1UIoU0dd IAISUIUI pue uoTRIZIW
Jo 5103135 2y} yjoq sajerodioour ainseaws Jey; se ‘owooui jeuosiad

12101 jJo ymoid ay) uo paoed urede sem siseydwo ‘cinjonis

ajel xe) awooul Jo Ajaissaidourd ayp jo 109)J9 oy Sunen|eas uj
“awoout
yum ApuesyyiuSis osu jey) sojel Xej [euidrewr yyum saje)s uey
12119q Op p[nom sajel mo[ A[3AlIe[al Je S3jel JB]J Y)m XE) dUI0oul
paseq-peo1q e yim saje)s jey) 1o1paid pnom guo ‘snyf sojer’
X} [BUISIRWU 19MO] UBY} 210U JSOAUI PUE DABS “YIOM 0} SIALIUIIUL
3y} 19mO] satel Xe) [euidew YSIf '010 QINJULA SSIUISN B U SAIUOW

331 WO)) JIWOU0IY Julof oy




18 A Joint Economic Committee

TABLE 1
STATE >ZU LOCAL GOVERNMENT TAX OOELmO,EOZw
1902 TO 1992*

Tax _=:m:c=,>&.=ma Taxes Per $1000
Year Collections -Collections+ Personal Income
1902 . $860 $12,745 $47.78
1927 $6,087 , $51,900 - $76.47
1940 . $7,810 ©$82,446  $99.74
1950 $15,914 , $97,861 m%bw
1960 $36,117 $180,829 o $90.07
1970 - $86,795 $331,521 , $107.38
1980 $223,463 $401,477 $98.64
1992~ $555,610 $586,895 . | $107.80

* Numbers in first two columns are in miilions of dollars.
+ Adjusted using the Consumer Price Index; in 1994 dollars.
Source: U.S. Department of Commerce, author’s calculations.

The compounded annual rate of growth of real tax revenues

over the 90 years was 4.44 percent a year -- well beyond the rate of
growth in personal income. In 1902, state and local tax payments
absorbed less than $48 of every $1000 in personal income; by 1992,
that share had over doubled, going to nearly $108 of each $1000 in
income. The growth was rapid and fairly steady from 1902 to 1940.
Tax revenues rose in both nominal and real terms in the 1940s, but
there was a considerable decline in state and local tax payments in
relation to personal income. This presumably reflects two factors.
First, high unanticipated inflation meant that the tax base grew less
rapidly than incomes, particularly in this era before heavy reliance
on income taxation. Second, huge increases in federal taxation and
spending during World War II may have crowded out state and
local efforts to some extent.

The growth in tax revenues accelerated in the 1950s and 1960s
before slowing down in real but not nominal terms in the 1970s
during another burst of inflation along with the beginnings of a tax
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of reasons, however, for beiieving that strategy is flawed, as will be
discussed in detail below.

Flat Rate vs. Progressive Income Taxes

Income taxes take many forms. In some states, virtually all
income is taxed, but marginal rates are low and the same at all
income levels. The tax is only modest progressive. Examples would
include Illinois and Pennsylvania. A few states have a very small
tax base, but fairly high flat rates on the remaining income. Good
examples are New Hampshire and Tennessee, which tax only so-
called unearned income (investments). Massachusetts is an example

.ow a state that emulates Illinois and Pennsylvania in taxing most

income at a flat rate, but follows Tennessee in placing a higher rate -
on investment income. Some states have nominally fairly mrm€_<
EomnnmmZn income taxes that are in fact nearly flat rate taxes, since
the top rate mnc:mm at very low income levels. Oklahoma is a good
example, with rates ranging from 0.5 to 7.0 percent for those who
do not deduct their federal income taxes, yet with the top rate
applying for a typical family at about $25,000 income. In Utah, the
top rate, 7.2 percent, applies to a family om four making more than
about $15,000 annually.

Then there are states with classic highly progressive income
taxes. Good examples include California, lowa and Ohio. In all
three states, the top marginal rate is at least 10 times the lowest rate,
and applies at relatively high income levels. California's top rate of
11 percent is fully 10 percentage points above the lowest rate. A
few states achieve similar progressivity by tying their tax to the
federal income tax liability; Vermont is the classic example here.

At the other extreme are states such as Florida, Texas,
Washington and South Dakota that have absolutely no income tax
whatsoever. They are the "ultimate flat rate tax" states. The pattern
of taxes then, is richly varied across the land, providing good

. opportunity to evaluate alternative income tax structures.

The expectation is that progressivity in rate structures should
have a negative impact on economic activity. Human behavior is
determined at the margin -- it is the tax rate on extra or additonal
income that influences decisions whether to work overtime, invest
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The type of taxes used by state and local governments have
changed considerably over time. Early in this century, state and
local governments obtained the overwhelming majority of their tax
revenues from property taxes. During the Great Depression of the
1930s, many states enacted sales taxes and some introduced income

taxes as well. Even so, as Table 3 indicates, at the middle of the .

century property taxes still provided nearly half of all tax revenues.

TABLE 3
CHANGING IMPORTANCE OF MAJOR STATE AND
LOCAL TAXES: 1902 To 1992

Percent of Total Tax Revenues Raised By Tax

Year Property Sales Income Other
1902 82.1% 313% 0.0% 14.6%
1927 77.7% 17% . 2.7% 11.9%
1950 46.2% 32.4% v m.q.w\o | 12.7%
1970 39.3% 349% - 16.7% 9.1%
1992 32.1% 35.3% 25.0% 7.6%

Source: U.S. Department of Commerce, Bureau o?:a
Census, and author’s calculations

During the past monz years, the relative importance of property
taxes has declined. The key word is "relative." Property taxes by
any measure did not decline, but the growth in state and local
government was essentially financed by expanding other forms of
taxes, especially income taxes. Sales taxes rates have risen, so their
relative importance has grown slightly, but the big shift has been
towards income taxation.

However measured, state and local governments are absorbing -

larger amounts of the incomes of Americans, whether they be
measured in nominal or real dollars, or even as a proportion of total
income. The consequences of state and local fiscal policies, then,
have grown over time simply because state and local mo<m§565
is relatively larger than earlier in our history.
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well sample size (e.g., including Alaska and Hawaii as opposed to
excluding them). The findings can be m:EBm:Naa

* In all regressions, the previously observed negative
relationship between tax levels, tax change and economic
growth held. In a majority of the regressions, the observed

relationship was statistically significant at least at the 10

percent level, and often at the five percent level.

¢ Inover 90 percent of the regressions, the expected negative

relationship between fees and charges and the rate of
economic growth was confirmed, and in a majority of cases
the relationship was statistically significant at the five percent
level. However, the observed relationship between the initial
(1960) fee burden and economic growth was far more tenuous,
with none of the findings being statistically significant.

*  There is no discernible relationship between the magnitude of
federal grants received and the rate of economic growth. In 13
regressions examining the relationship between changes in
federal grants (as a percent of personal income) and economic
growth, in 6 of them the expected positive relationship was
observed, while in 7 of them (one of them statistically
significantly different from zero at the five percent level), a
negative relationship held -- highér grants meant lower
growth.- ,

On the basis of these statistical findings, it would appear that
state and local governments that raise fees and charges in order to
avoid tax increases will. not significantly alter . economic
performance. While the findings with respect to fees and charges
are on balance slightly less robust than those for taxes, the evidence

suggests that raising fees and charges would have similar negative

effects on growth.

The finding with respect to government grants is particularly
revealing. While getting funds from Washington may have political
appeal, the economic impact is negligible, and may actually be
more negative than positive.
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Figure 2
Real Per-Capita Income Growth, High and Low Tax States, 1965-1993
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Source’ Author's calculations; sce text

Note that the relatively low tax states grew nearly one-third
faster than the high tax states. Since the average state in 1965 had
per capita income of $11,899 in 1993 dollars, the difference
between a 60 and 80 percent growth rate translates into a difference
of about $2,300 per person, or over $9,000 for a family of four. The
The evidence suggests that residents of above average tax states
suffered very materially from the fiscal actions of their state of

‘residence. ‘

In Table 4, the data are classified by quintiles in terms of
average tax burden. Also, both the mean and median value were
calculated for each group. Note that for both statistics, the 10 states
with the lowest tax burden had the highest rate of income growth
per capita, with income growth increasing with falling tax burden,
with one exception. The lowest tax states grew anywhere from 12
to 28 percentage points more than the highest tax states, depending
on the statistical measure of central tendency used.

State and Local Taxation and Economic Growth ) 35

before the harmful effects of taxes are apparent, a two year lag is
also E:oa:ooa (taxes are related to income change two years later.)
The control variables used are altered slightly as well. Table 7
shows the result for the 48 contigous states. Both tax variables have

the expected negative sign, and the one representing the change in

tax burden is statistically significant at the five percent level.
Moreover; it shows a powerful relationship between tax change and
income change. Taxes lower per capita income, and they lower
population growth, so the impact on personal income is doubly
significant.

_ . TABLE 7
Taxes And The Growth Of Total Real Personal Income,
1962-1994*

Statistic or Variable Regression Coefficient T-Statistic
Constant . -65.94 . -0.54
TAX60 . -0.76 -0.08
TAXCHANGE -17.56 -2.13
"UNION -2.48 1190
SUNSHINE 64l 502
FARM -4.15 _ -4.95
ENERGY _ -1.38 224
R* 594
F-Statistic 12.47

*Data are for 48 contiguous states.
SOURCE: Author’s calculations; see text.

~ Compare New York and New Hampshire. The Empire State's
real personal income only slightly more than doubled from 1962 to
1994, while New Hampshire's nearly tripled (110.3 vs. 186.3
percent). The statistical results suggest that this differential is
entirely explainable by the fact that New York raised its average tax
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high tax state can help itself by lowering its real tax burden, even
if its burden after the tax cut is still fairly high relative to other
states. .

Figure 3
Tax Burden of States By Quintile of Per Capita Income Growth,
1965-1993
V2% ;- e e e . - R
11.5%
102% . 1105%
n% 10.89%

10.71%

Fifth -

10.5%

10%

Third

9.5%

9% 1. -

Source: Author's n-_n_._-:a..:. see text

State and local taxes as a % of personal income; average of _._r:..nv for 1965 and 1992.

“Highest" represents the 10 states with the r.rrnm. growih rale in per capita income from 1965-1993;
"second” represents states ranked Flth 1o 201h in growth performance, cic.
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TABLE 6 .
Taxes And Population Change, 1960-1993: Regression Results*
Statistic or Variable Regression Coefficient T-
Statistic
Constant . -362.099 -4.30
TAX60 | 2.170 -0.36
TAXCHANGE -13.255 244
SUNSHINE | 6.133 7.49
WAGES 1.125 235
FARM | . 2439 438
ENERGY . -0.002 -2.14
R? 602
F-Statistic 1286

*For 48 contiguous states.
SOURCE: >E_Sq s calculations; see Hxﬂ

The results, in Table 6, are quite interesting. Both tax variables
have the expected negative sign, but the variable representing the
initial tax level is not statistically significant at generally accepted
levels. The variable measuring the change in tax burden, however,
is highly significant in a statistically sense (at the one percent level
using a one-tailed test), and supports the null hypothesis that, other
things equal, people prefer areas where the tax burden is falling.

The results for the tax change variable are quite strong.
Compare two otherwise identical states, one of which kept its taxes
the same and the second raised it$ tax burden by two percent of
personal income (from, say, nine to eleven percent). Suppose the
state raising its taxes had 40 percent population growth. The model
would predict population growth in the state holding the line on
taxes would have population growth of more than 66 percent. If
both states started with the same populations, the estimated 1993
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Four Case Studies

aggregates is less interesting than individual case studies. Using the
data on tax burdens in 1960 and 1992 and the growth experience
from 1960 to 1993, there are many examples of specific states
losing ground to similar states because of their _:mv?on:ma tax
policy. Four examples follow.

The champion taxer of the large states is New York. Its tax
burden was already above average in 1960, but it was raised an
extraordinary 42.2 percent in the one-third of a century following
1960. Its neighbors, Pennsylvania, New Jersey and Connecticut - all
raised their tax burdens too, yet less than New York. New York had
a much higher average tax burden than its neighbors in 1960 - and
the differential widened. The result? New York's rate of per capita
income growth was less than any of these neighbors. New Jersey's
income, below New York's in 1960, was above by 1990.
Connecticut's per capita income exceeded New York's by two
percent in 1960 - but by 14 percent by 1993.

Moving west and south, compare Kentucky and Tennessee. In
1960, Kentucky had an aggregate tax burden (as measured by state
and local taxes as a percent of personal income) that was 12 percent
lower than Tennessee's. It also had higher per capita income than its
neighbor to the south. Over the next one-third of a century, the
aggregate tax burden in Kentucky was increased by an
extraordinary 38 percent. By contast, in Tennessee, the aggregate

tax burden actually fell slightly. Kentucky was in the top quintile of
states in terms of tax increases, while Tennessee was in the bottom.

The results were striking. Over the 33 years, the rate of
economic growth was over 20 percent higher in Tennessee than in

Kentucky. By 1993, per capita income was nearly eight percent

higher in Tennessee. Lower taxes meant higher growth.

The Kentucky and Tennessee example points out the
pernicious impact of progressive income taxes. Kentucky had a
progressive income tax, while Tennessee had the "ultimate flat rate
tax" -- no tax at all. With inflation, Kentuckians were pushed into
higher tax brackets. Without voting, politicians in Kentucky

B §
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For many readers, the reference to broader statistical

The model now is far more robust statistically, explaining over

- two-thirds of the variation in economic growth between the states.

The tax variables maintain their expected negative signs, and
remain statistically significant at the five percent level using the
appropriate one-tail test.

- The magnitude of the impact of taxes on growth has been
reduced by about 40 percent by the inclusion of the control
variables, but still the tax-growth relationship remains potent. For
example, compare North and South Carolina, both very fast
growing states. South Carolina grew over five percentage points
faster, however. Why? The fact that North Carolina raised its
average tax burden nearly three times as much as its neighbor to the
South can explain about two-thirds of the differential. Ohio had less
growth than either of its large midwestern industrial neighbors
(Michigan and Indiana).Yet it raised its taxes more than these
states, and the model suggests that act explains a significant part of
the growth differential (about one-third of it in :5 case of Indiana,
one-fourth in the case of Michigan). :

At the same time, it is not true that "taxes alone matter."
Pennsylvania outgrew Ohio despite raising its taxes more, for
example. The reasons relate to factors other than taxes. For
example, the model found that high wage, highly unionized states
tended to grow less than those with less unionization and lower .
wage levels. For no clear reason, sunshine and growth were
statistically significantly negatively correlated. Taxes are relevant
and important, but not exclusively important. They are, however,
controllable by public policy é:nqnmm some oEQ variables, notably
the sunshine, are not.

To test to see if the tax-growth relationship was solid, an
exercise in what econometricians call "sensitivity analysis" was
performed. More than a dozen variations of ‘the ‘model were
oxv_oz\&v some introducing new control variables (e.g., variables
measuring the degree of manufacturing, energy or farm orientation
of 'the state, a variable measuring the age of the state, even a
variable measuring political liberalness). Other models used all 50
states or even the 50 states plus the District of Columbia. In every
single case, the expected negative relationship between both tax
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a drag on the rate of economic growth. High taxes, low growth, and
highly progressive income taxes, and doubly slow growth.

STATE AND LOCAL TAXES AND GROWTH:
ECONOMETRIC FINDINGS

The simple descriptive statistics comparing different tax and
growth situations can be criticized on the grounds that they do not
take account of other, non-fiscal factors that might play a role in
explaining economic behavior. Accordingly, in this section, rather
simple but compelling econometric evidence is presented that
demonstrates that "taxes have mattered" over the past third of a
century in the United States.

While some modern studies have used highly complex
multiequation models, the findings are typically similar to what is
obtained using single equation ordinary least squares regression
procedures. That is the methodology used here, as it can be
understood at least in part by the intelligent layperson for whom
this study is directed.

Let us look at the relationship between the rate of economic
growth in the 50 states (called GROWTH in the statistical results
below) and two fiscal variables: the level of state and local taxation
as a percent of personal income in fiscal year 1960, denoted
TAX60, and the change in that tax burden from 1960 through 1992
(again, as a percent of personal income), denoted TAXCHANGE.
The variations in GROWTH are considerable, ranging from slightly
over 60 percent in Delaware to nearly 151 percent in South
Carolina. In the regression results Uo_oé the numbers in
parentheses are t-statistics:

(1) GROWTH = 160.81 -5.61 TAX60 - 6.35 §xo:>zom
(5.39) (1.87) (320

R?=.145, F-Statistic = 5.15.

The null hypothesis that there is a negative statistical
relationship between taxes and economic growth is confirmed for
both variables at least at the five percent level of significance using
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a one-tailed test. In other words, we are 95 percent confident (even
99 percent in the case of the tax change variable) that the true
relationship between each of the tax variables and economic growth
is negative (higher taxes, lower growth).

The findings suggest that an increase in state and local tax
burdens equal to one percent of personal income would lower
growth by about six percentage points from 1960 to 1993 (e.g. .
from 90 percent to 84 percent). That is true of both tax variables.
Since the typical state in 1960 had personal income per capita of
over $11,000 (in 1993 dollars), the results suggest a state that raised
their taxes fairly considerably (say equal to two percent of personal
income) would have had over $5,000 less income for an average

family of four by 1993 compared to the state that did not change its

tax levels at all. .

Looking at actual tax burdens and growth rates, it is possible
to estimate the impact that taxes had in explaining growth
differentials. For example, Pennsylvania grew nearly 94 percent
compared with less than 61 percent for Delaware. The findings

. suggest that about one third of that differential is tax-related. On the

other hand, New York (85 percent growth) and New Hampshire
(112 percent) followed radically different tax policies (New York
raised its taxes dramatically, while New Hamphsire lowered its tax
burden), and the findings show all the differential (and a bit more)
is explainable by tax policy. Similarly, Indiana modestly
outperformed Illinois . (79 vs. 74 percent growth), and the
differential is virtually o:::u\_w explainable by bigger tax hikes in
Ilinois.

The model above suffers from several limitations. It only
explains about one-seventh of the total variation in economic
growth, and it excludes other variables that might be important.
Controlling for these other factors conceivably could wipe out the
observed tax-growth relationship. Accordingly, a large number of
control variables were introduced into the model. Also, there are
significant problems involved in including Alaska, and arguably
Hawaii in the regression equations. Aside from the geographic
isolation of these states from the mainland, Alaska's tax numbers
are severely distorted because of the treatment of oil revenues from




